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GLASS-STEAGALL ACT: 
COMMERCIAL VS. INVESTMENT BANKING 
Debate  o v e r  r e fo rm of  t h e  N a t i o n ' s  f i n a n c i a l  s t r u c t u r e  i n  t h e  1 0 0 t h  
Congress  i n c l u d e s  re -examinat ion  of " t h e  s e p a r a t i o n  of banking  and 
cormerce  ." T h i s  s e p a r a t i o n  was mandated by t h e  G l a s s - S t e a g a l l  Act ( p a r t  
of t h e  Banking Act of  1933) ;  and was c a r r i e d  forward  i n t o  t h e  Bank Ho ld ing  
Company Act of 1956,  a s  amended i n  1970 and t h e r e a f t e r .  The r e s u l t i n g  
i s o l a t i o n  of banking  from s e c u r i t i e s  was d e s i g n e d  t o  ( 1 )  m a i n t a i n  t h e  
i n t e g r i t y  of t h e  banking  sys tem;  ( 2 )  p r e v e n t  s e l f - d e a l i n g  and o t h e r  
f i n a n c i a l  a b u s e s ;  and ( 3 )  l i m i t  s t o c k  marke t  s p e c u l a t i o n .  By h a l f  a  
c e n t u r y  l a t e r ,  t h e  "wall" i t  c r e a t e d  seemed t o  be  c rumbl ing ,  a s  b a n k e r s  
c r e a t e d  new f i n a n c i a l  p r o d u c t s  r e sembl ing  s e c u r i t i e s ,  and s e c u r i t i e s  f i r m s  
i n n o v a t e d  new f i n a n c i a l  p r o d u c t s  r e sembl ing  l o a n s  and d e p o s i t s .  The 
ongo ing  p r o c e s s  o f  " f i n a n c i a l  d e r e g u l a t i o n w  has  evoked c a l l s  f o r  Congress  
t o  g i v e  d e p o s i t o r y  i n s t i t u t i o n s  new powers, e s p e c i a l l y  i n  t h e  s e c u r i t i e s  
f i e l d .  F i n a n c i a l  d e r e g u l a t i o n  i n  t h e  Uni ted  Kingdom, Canada, and J a p a n  
h a s  p u t  a d d i t i o n a l  p r e s s u r e  on Congress  t o  re-examine t h i s  Act .  Concerns  
o v e r  a  s eeming ly  f r a g i l e  sys t em of d e p o s i t a r y  i n s t i t u t i o n s  p e r s i s t ,  
however,  t e n d i n g  t o  p l a c e  c o u n t e r - p r e s s u r e  on Congress  t o  m a i n t a i n  t h e  
Act.  
ISSUE DEFINITION 
Should "banking" be s e p a r a t e d  from "corrunerce", e s p e c i a l l y ,  t h e  
i nves tmen t  banking  ( s e c u r i t i e s )  b u s i n e s s ?  The 1 0 0 t h  Congress  h a s  been 
a sked  t o  r e c o n s i d e r  t h i s  u n d e r l y i n g  i n t e n t  of  t h e  G l a s s - S t e a g a l l  Act i n  
view o f :  ( 1 )  t h e  need t o  m a i n t a i n  c o m p e t i t i o n  i n  n a t i o n a l  and world-wide 
f i n a n c i a l  m a r k e t s ,  and ( 2 )  t h e  need t o  m a i n t a i n  cus tomer  c o n f i d e n c e  i n  t h e  
s a f e t y  o f  d e p o s i t o r y  i n s t i t u t i o n s .  The A d m i n i s t r a t i o n  and many d e p o s i t o r y  
i n s t i t u t i o n s  s e e k  t o  r e l a x  t h i s  Act somewhat; o t h e r  p a r t i e s  s e e k  t o  r e t a i n  
i t s  s e p a r a t i o n  o f  banking  and commerce. 
BACKGROUND AND ANALY SI S 
I n  t h e  n i n e t e e n t h  and e a r l y  t w e n t i e t h  c e n t u r i e s ,  banke r s  and b r o k e r s  
were sometimes i n d i s t i n g u i s h a b l e .  Then, i n  t h e  Grea t  Depres s ion  a f t e r  
1929,  Congress  examined t h e  mixing of  t h e  "commercial" and " inves tmen t "  
banking  i n d u s t r i e s  t h a t  o c c u r r e d  i n  t h e  1920s. Hear ings  r e v e a l e d  
c o n f l i c t s  of  i n t e r e s t  and f r a u d  i n  some banking  i n s t i t u t i o n s '  s e c u r i t i e s  
a c t i v i t i e s .  A f o r m i d a b l e  b a r r i e r  t o  t h e  mixing of t h e s e  a c t i v i t i e s  was 
t h e n  s e t  up by t h e  G l a s s - S t e a g a l l  Act. I t  c o n s i s t s  of  f o u r  s e c t i o n s  of  t h e  
Banking Act of 1933. I t s  l anguage  makes i t  a  f e l o n y  f o r  anyone -- b a n k e r ,  
b r o k e r ,  d e a l e r  i n  s e c u r i t i e s ,  o r  s a v i n g s  i n s t i t u t i o n  -- t o  engage  i n  t h e  
d e p o s i t - t a k i n g  and s e c u r i t i e s  b u s i n e s s e s  a t  t h e  same t ime.  Fo r  F e d e r a l  
Rese rve  member banks ,  i t  i n c l u d e d  r e i n f o r c i n g  l anguage  d e s i g n e d  t o  
s e p a r a t e  t h e  two a c t i v i t i e s  d i r e c t l y  and th rough  c o r p o r a t e  a f f i l i a t i o n  o r  
i n t e r l o c k i n g  d i r e c t o r a t e s .  As e x c e p t i o n s ,  banks cou ld  u n d e r w r i t e  and  
d e a l  i n  o b l i g a t i o n s  of t h e  Uni ted  S t a t e s  and many of i t s  i n s t r u m e n t a l -  
i t i e s ,  a l o n g  w i t h  o b l i g a t i o n s  of S t a t e s  and t h e i r  s u b d i v i s i o n s  -- f o r  
example,  c i t i e s ,  c o u n t r i e s ,  and schoo l  d i s t r i c t s  -- o n l y  i f  s u p p o r t e d  by 
t h e  f u l l  f a i t h  and c r e d i t  of t h e  i s sue ' r .  Banks were a l s o  p e r m i t t e d  t o  
p r o v i d e  s e c u r i t i e s  b roke rage  s e r v i c e s  a t  t h e  r e q u e s t  of cus tomers  i n  t h e  
1933 Ac t ,  a s  amended i n  1935 t o  a l l o w  s t o c k  pu rchases  and s a l e s  i n  a n  
1 I agency" c a p a c i t y  a s  w e l l .  
Much o f  t h e  i n t e n t  of  t h i s  Act was c a r r i e d  forward  i n t o  t h e  
r e g u l a t i o n  o f  f i r m s  c o n t r o l l i n g  banks known a s  bank h o l d i n g  companies.  
They became s u b j e c t  t o  Fede ra l  Reserve  c o n t r o l  t h rough  t h e  Bank Hold ing  
Company Act of 1956, a s  s t r e n g t h e n e d  i n  1970. 
Al though G l a s s - S t e a g a l l  seemed t o  m a i n t a i n  t h e  b a r r i e r s  between 
I 1  banking' '  and "commerce" f o r  h a l f  a  c e n t u r y ,  d e p o s i t o r y  f i n a n c i a l ,  
i n d u s t r i a l ,  and s e c u r i t i e s  f i r m s  have i n c r e a s i n g l y  blended t h e  b u s i n e s s e s  
of banking  and b roke rage ,  u s i n g  " loopholes"  i n  t h e  Act and o t h e r  s t a t u t e s  
( s u c h  a s  t h o s e  gove rn ing  s a v i n g s  i n s t i t u t i o n s ) .  S i n c e  1982, a s  a  r e s u l t ,  
banks  and t h e  f i n a n c i a l  arms of non-depos i tory  f i r m s  have  become 
c o m p e t i t o r s  t o  some e x t e n t .  A conspicuous  c a s e  i s  t h a t  of d e p o s i t o r y  
i n s t i t u t i o n s  and t h e i r  h o l d i n g  companies e n t e r i n g  t h e  s e c u r i t i e s  b u s i n e s s  
a s  " d i s c o u n t  brokers . "  By o n l y  t a k i n g  cus tomers '  o r d e r s ,  t h e y  a v o i d  
o f f e r i n g  a d v i c e  o r  s p o n s o r i n g  new s e c u r i t y  i s s u e s ,  and t h u s  ( a s  c u s t o m e r s '  
'1 a gen t s1 ' )  a p p e a r  t o  be o p e r a t i n g  w i t h i n  t h e  l i t e r a l  l anguage  of t h e  
G l a s s - S t e a g a l l  Act .  
Another  way banking  i n s t i t u t i o n s  have b lended  t h e  commercial  and 
inves tmen t  banking  b u s i n e s s e s  i s  by expanding  ab road .  The i n t e r n a t i o n a l  
o p e r a t i o n s  of many l a r g e  Uni ted  S t a t e s  banking  o r g a n i z a t i o n s  i n c l u d e  t h e  
u n d e r w r i t i n g ,  d i s t r i b u t i o n ,  and b roke rage  of s e c u r i t i e s  i n  c o u n t r i e s  s u c h  
a s  B r i t a i n ,  whose f i n a n c i a l  marke t s  a r e  more "de regu la t ed t '  t h a n  o u r s .  And 
back i n  t h e  Un i t ed  S t a t e s ,  t h e  F e d e r a l  Reserve  h a s  j u s t  l e t  t h e  g i g a n t i c  
Sumitomo Bank of J apan  (which  owns l a r g e  U.S. banking  i n t e r e s t s )  buy i n t o  
t h e  p r o f i t s  of Goldman, Sachs  -- a  l e a d i n g  f u l l - s e r v i c e  Wall S t r e e t  
s e c u r i t i e s  d e a l e r .  U.S. banks c o n s e q u e n t l y  view t h e i r  U.S. o p e r a t i o n s  a s  
b e i n g  a t  a  c o m p e t i t i v e  d i s a d v a n t a g e ,  from an i n t e r n a t i o n a l  p e r s p e c t i v e ,  
d e s p i t e  t h e  p r e v e n t i o n  o f  f o r e i g n  banks '  m a i n t a i n i n g  d e p o s i t o r y  and 
s e c u r i t y  s e r v i c e s  w i t h i n  o u r  b o r d e r s  l e g i s l a t e d  i n  t h e  I n t e r n a t i o n a l  
Banking Act of 1978. 
U.S. banks and t h e i r  h o l d i n g  companies a r e  t h u s  s e e k i n g  t o -  o b t a i n  
r e g u l a t o r y  a n d / o r  c o n g r e s s i o n a l  a u t h o r i t y  t o  expand t h e i r  f i n a n c i a l  
s e r v i c e s  i n t o  new s e c u r i t i e s  a r e a s .  I n  t h e  f ixed-income a r e a ,  t h e y  s e e k  
t o  u n d e r w r i t e  and d e a l  i n :  comnerc i a l  p a p e r ,  mun ic ipa l  r evenue  bonds,  and 
bonds backed by mor tgages  and consumer l o a n s .  I n  t h e  e q u i t y  a r e a ,  t h e y  
s e e k  t o  s p o n s o r ,  r u n ,  a n d  d i s t r i b u t e  mutua l  f u n d s  ( " inves tmen t  
companies") .  Such powers would l e a v e  l e s s  t h a n  o n e - q u a r t e r  of t h e  
N a t i o n ' s  d o l l a r  volume of  f i n a n c i n g  r e s t r i c t e d  t o  t r a d i t i o n a l  s t o c k  and 
bond d e a l e r s  o n l y ,  a c c o r d i n g  t o  i n d u s t r y  estimates. Many non-bank 
p r o v i d e r s  o f  f i n a n c i a l  s e r v i c e s ,  h o w e v e r ,  q u e s t i o n  whe the r  t h e  
i n s t i t u t i o n s  can  o p e r a t e  i n  t h e s e  a r e a s  w e l l ,  because  t h e y  h a v e  
e x p e r i e n c e d  l a r g e  l o a n  l o s s e s  i n  t h e i r  b a s i c  b u s i n e s s  of l e n d i n g .  
The c a s e  for p r e s e r v i n g  t h e  G l a s s - S t e a g a l l  Act i n c l u d e s  t h e  f o l l o w i n g  
arguments .  
C o n f l i c t s  of  i n t e r e s t  c h a r a c t e r i z e  t h e  g r a n t i n g  of c r e d i t  
-- l e n d i n g  -- and t h e  u s e  of c r e d i t  -- i n v e s t i n g  -- by t h e  
same e n t i t y ,  which l e d  t o  a b u s e s  t h a t  o r i g i n a l l y  produced  
t h e  Act. 
D e p o s i t o r y  i n s t i t u t i o n s  p o s s e s s  enormous f i n a n c i a l  power, 
by v i r t u e  of t h e i r  c o n t r o l  o f  o t h e r  p e o p l e ' s  money; i t s  
e x t e n t  must be l i m i t e d  t o  e n s u r e  soundness  and c o m p e t i t i o n  
i n  t h e  marke t  f o r  f u n d s ,  whether  l o a n s  o r  i nves tmen t s .  
S e c u r i t i e s  a c t i v i t i e s  can  be r i s k y ,  l e a d i n g  t o  enormous 
l o s s e s .  Such l o s s e s  could  t h r e a t e n  t h e  i n t e g r i t y  of 
d e p o s i t s .  I n  t u r n ,  t h e  Government i n s u r e s  d e p o s i t s  and 
c o u l d  b e  r e q u i r e d  t o  pay l a r g e  sums i f  d e p o s i t o r y  
i n s t i t u t i o n s  were t o  c o l l a p s e  a s  t h e  r e s u l t  o f  s e c u r i t i e s  
l o s s e s .  
D e p o s i t o r y  i n s t i t u t i o n s  a r e  supposed t o  be managed t o  l i m i t  
r i s k .  T h e i r  managers t h u s  may n o t  be  c o n d i t i o n e d  t o  
o p e r a t e  p r u d e n t l y  i n  more  s p e c u l a t i v e  s e c u r i t i e s  
b u s i n e s s e s .  An example i s  t h e  c r a s h  of  r e a l  e s t a t e  
i nves tmen t  t r u s t s  sponsored  by bank h o l d i n g  companies a  
decade  ago.  
The case against preserving the Act -- that is, for relaxing its 
restrictions -- includes the following counter-arguments. 
(1) Depository institutions now operate in "deregulated" 
financial markets in which distinctions between loans, 
securities, and deposits are not well drawn. They are 
losing market shares to securities firms that are not so 
strictly regulated, and to foreign financial institutions 
operating without much restriction from the Act. 
(2) Conflicts of interest can be prevented by enforcing 
legislation against them, and by separating the lending and 
credit functions through forming distinctly separate 
subsidiaries of financial firms. 
(3) The securities activities that depository institutions are 
seeking are both low-risk by their very nature, and would 
reduce the total risk of organizations offering them -- by 
diversification. 
(4) In much of the rest of the world, depository institutions 
operate simultaneously and successfully in both banking and 
securities markets. Lessons learned from their experience 
can be applied to our national financial structure and 
regulation. 
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